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FAST ‘TAX WRITE-OFFS 





UTHORITY for rapid amortization of the costs of in- 
dustrial facilities affected ‘with .a defense interest 
moved a step closer to extinction, Aug. 12,-when the Senate 
approved legislation .to impose immediate restrictions -on 


‘ the practice and to terminate it completely by Dec. 31, 1959. 


The program of so-called fast tax write-offs, introduced in . 
World War II. to spur expansion‘of production facilities and 
revived in 1950 after outbreak of the Korean war, had al- ° 
ready been drastically -scaled down. However,:the Office ° 


- . of Defense Mobilization, which administers the program, | 


urged that it be continued in a few fields. ° 


Instead, the Senate tacked on: to, a minor House-passed 


. tax, bill.a measure by Finance Committee Chairman Harry 


F. Byrd (D-Va.), which embodies only limited concessions - 
to 0.D.M. views. Although allowing certifications for rapid 
tax amortization in a narrowly restricted area for, two 


‘more years, the ‘proposed ‘legislation takes no account of 
'O.D.M. Director Gordon Gray’s plea that thé President be 
. authorized to reopen ‘the program in an emergency. s 


Fast tax w rite-offs have the effect of deferring pay a 


‘ of substantial amounts of corporation income ‘taxes. Al- 
‘though the -corporations benefitting from current deferrals 
’ pay bigger taxes later, the federal government suffers a 


temporary loss of revenue.- As a result, it is forced either 


- to pay interest on money borrowed to make up the differ- 
’ ence‘or to put off tax cuts which otherwise could be made. ° 


Either way, the. general taxpayer bears the burden until 
the.time when, plant costs having been written off at an 
accelerated rate,.there is an offsetting increase in tax reve- 
nue from corporations during the remaining useful life of | 
the facilities. i 


Recent emphasis, in discussion.of rapid amortization, has . 
been all on the side of the immediate cost to the government 
and the taxpayer. It is likely to remain so as long as huge 
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federal budgets effectively bar general tax reduction. And 
even if: Congress virtually. cuts off fast tax write-offs for 
defense ‘purposes, it will not thereby put an end to com- 
plaints about privileges granted in connection with amorti- 
zation of capital assets. The Internal Revenue Code of 
1954°made changes in the tax treatment of depreciation 
allowances whith applied the’ principle of acceleration to 
amortization of capital assets in general. It thus raised 
' questions comparable to those involved in rapid write-off 
of the costs-of defense facilities. 


ACCELERATED DEPRECIATION IN PEACE AND WARTIME 

. Depreciation in the value of fixed capital-.assets, through 
wear-and-tear and obsolescence, amounts to ‘corisumption 
of capital and thus constitutes one of the costs of doing 
business.! But unlike costs of labor and materials,.which 
are met’ as incurred, depreciation charges are: spread over 
the serviceable life of a wasting asset: The methods by 
which these- charges are estimated and entered in-the cor- 
porate balance sheet affect the earnings record on which 
both dividend and tax: payments are based. 


American corporations last year paid federal income 
taxes. aggregating about, $23 billion on’ profits of $44 bil- : 
lion, after taking allowances of $16.5 billion for deprecia- i 
tion:. Had the latter sum also been. taxed at the 52 per. - eS 
cent ‘rate applicable to the income of all except small cor-  ——s | 
porations, an’ additional’ $8.6 billion in federal revenue $ 
_would have been collected. “As it was, depreciation reserves - 
were sufficient to meet almost one-half: of .total corporate ° 
long-term financing needs; they were thé largest single 

- source of funds for total corporate: expenditures of $35 
billion for new plant and equipment. 


Ce 
Jasdtiom a WAS HOMME ME 2k 


Rapid amortization was a feature of mobilization policy . 
during both World War I and World War'II. Although the 
federal government engaged direetly in construction of war 
production plants, extensive partic ipation of- private indus- - 
‘try in expansion-of:the nation’s productive c capacity was 
needed. Because there was little incentive to invest large. "ins | 





sums in facilities like shell-loading plants, whose usefulness 
would. terminate with the war, private companies which .-. 
built emergency: facilities were authorized to write off. the’ . & 


1 Depletion of mineral deposits is a-separate subject. For depletion allowances 
- under federal tax laws, see Congressional Quarterly Weekly Report, July 19,. 1957, 
pp. 859-866. ; ? : 
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Fast Tax Write-Offs 


cost over a much shorter period than would ordinarily have 
been allowed. By compressing depreciation charges into a 
period of high earnings,’ they had some assurance of re- 
couping their investments. 


Emergency amortization certificates ‘issued by govern- . 


ment authorities during World War II allowed the holders 
to depreciate plant and equipment costs in five years. The 


‘enabling law, enacted in October 1940, provided also that 


if the emergency came to an end in less than five years, de- 
preciation might be recomputed over the shorter period. 
All told, about -$5.7 billion worth of plant and equipment 
was constructed or installed under such conditions between. 


.1940 and 1945. . 


INDUSTRY EXPANSION AND Fast Write-OFrrs SINCE 1950 


Substantially the same program was revived in 1950, 
following the outbreak of hostilities in Korea. As enacted 


‘Sept. 23, 1950, and later incorporated in the Internal Reve- 


nue Code of 1954 as Section 168, the law authorized five- 
year amortization in the ease of facilities or portions of 
facilities “‘certified as necessary in the interest of national 
defense during the emergency period.” The emergency 
period was to continue until the President proclaimed that 
“utilization of a substantial portion of the emergency facil- 
ities” for which certificates had been issued was “‘no longer 
required in the interest of national defense.” Although the 
Korean hostilities came to a standstill in 1953, certificates 
of necessity continued to be issued. 


Certificates were issued by the Office of Defense Mobili- 


‘zation under a system of expansion goals established by 


O.D.M. in consultation with other federal agencies. The 
goals, which at one time numbered 229, stipulated the in- 


-crease in productive capacity required by a given date to 


meet minimum military and civilian needs in the event of 
all-out war. Where it appeared that a goal could not be 
attained in the course of normal growth, O.D.M. issued 
fast tax write-off certificates, on a first-come, first-served 
‘basis, until the deficit in required capacity was covered. 


In the case of electric power, for example, a goal of 117 
million kilowatts of installed capacity by the end of 1956 


- was- established in 1952, when capacity amounted to 75 


million kilowatts. In 1955 the goal was raised to 150 mil- 


‘lion kilowatts by the end of 1958, and O.D.M. suspended 
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certification on Dec. 31, 1955, when it appeared that the 


goal would be met.. Private electric power companies’ have 
been authorized to write off in five years, for tax purposes, 
an investment total of about -$3:2 billion. 


More thari 32,000 applications for certificates of neces- 
sity covering $60 billion in capital outlays -were filed with 
'. O.D.M. from Oct. 30, 1950, through Dec. 31, 1956. Some 
10,000 applications were denied, canceled, or withdrawn 


during the period. - The 22,000 which were approved -al-’ 


lowed rapid amortization of 61 per cent of projected out- 


lays of $37 billion, or $22.4 billion. Certificates issued - 


since Jan. 1, 1957, have. pushed the total amount approved 
' for fast write-offs to $23 billion.? 


‘About. $17 billion of ‘this amount, is concentrated in six’: 


major industrial areas: Railroads, $4.4 billion; primary 
metals (priricipally iron and steel), $4 billion; utilities and 
sanitary services, $3.6 billion; petroleum and coal products, 


$1.9 billion; chemical and allied products, $1.6 billion; and - 


mining, $1.6 billion. Among these groups, the average per- 


centage of total outlays certified for fast write-off ranges . 
from 46 per cent in the case of utilities to 70 per cent for. 


primary .metals and mining. 


Bawerirs To INDUSTRY IN ACCELERATED DEPRECIATION 


The value of ‘a certificate of necessity depends on sev-. 


eral factors. First, the taxpayer must have earnings large 
enough to absorb heavy depreciation charges. Second, the 
assets in question must be sufficiently long-lived to make 
five-year depreciation more attractive financially than de- 


preciation under one-of several new methods authorized in’ 


1954. Third, the taxpayer must be reasonably sure that 
corporation income tax rates will not be increased. 


If these conditions are met, the effect of accelerated 
amortization:is to postpone payment of income taxes. As- 


sume that a corporation builds a $2 million plant with an 


estimated useful life of 20 years and no salvage value. On 
a straight-line basis of depreciating in equal installments, 
the company could deduct from earnings before taxes the 
sum of $100,000 a year for 20 years, but with a 100 per 
cent certificate of necessity, $400,000 could be-set aside 
annually for five years. By taking an additional $300,000 


? Based on estimated costs; the total may be increased by up to 15 per cent if actual 5 


costs exceed amounts estimat ed in the certificates. 
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-a year in depreciation, or $1.5 million over five years, the 


company could réduce its federal: tax payments for the 
period: by $780,000. Thereafter, however, no more depre- 
ciation could be charged off; for each of the remaining 15 
years of the plant’s life, if corporation tax rates remained 
unchanged, ‘the company would have to pay $52,000 of the 
$100,000 in annual earnings which it might have been de- 
ducting under straight-line depreciation, or a total of 
$780,000. 


Such an exact balancing occurs only with stable tax rates. 
If the rates should be increased after, for example, five 
years, no portion of income from an asset which had been 
written. off in that period. would escape the higher rates; 
the taxpayer would pay more in the end than if depreciation 


‘had been stretched out over a longer period. Conversely, 


‘if tax rates should be reduced, the taxpayer who had been 


‘ making rapid amortization deductions at the old and higher 


rates would reap a net gain. Because any change in pres- 
ent federal tax rates in the near future is likely to be down 
rather than up, taxpayers who have been able to take ad- . 
vantage of the fast write-off provision may very well be 
in that position; they will pay less in taxes in the long run 
than if they had spread out depreciation deductions over 
the useful life of the assets. 


Because the total amount of depreciation a ed is ~ 


- same regardless of the rate at which it is charged off, 


might appear that the acceleration privilege offers no te 


_cial advantages when tax rates remain the same. By post- 


poning tax payments, however, a corporation may gain im- 
mediate use of large sums of money without cost. The 


* government, in effect, makes available an interest-free loan 


which may be of considerable monetary value. A recent 
study by the Joint Committee on Internal Revenue Taxation 


-. explained: “If the government should give an individual a 


10-year interest-free loan for $100, the individual could 
immediately invest $75 in a Series E government savings 


-bond, which would provide enough money after 10 years 


to pay off the loan. The remaining $25 would be a net gain 
to the recipient of the interest-free loan; it is one way of 
describing the cash value of the loan.’ ® 


What industry gains, the government loses. According 





sn ones on Five-Year Amortization of Emergency Defense Facilities (December 
»p.1 


589 








Editorial Research Reports 


to Joint Committee estimates, certificates issued by O.D.M. — 


. through last October will have resulted by 1960 in the post- 
ponement of $5.2 billion in federal tax payments. About 
one-half of that amount will be collected in the period 1961- 
1976, and the remainder during the following 30 years, 
assuming no change in corporation tax rates. Meanwhile, 
funds to replace the deferred tax revenue, if borrowed, 
would cost the government a total of about $3 billion in 
interest charges by 1976. 


If the federal budget continues to be balanced, the Joint 
‘ Committee pointed out, “then revenue from oné taxpayer 
postponed this year must be made up by keeping rates’ on 
other taxpayers higher than they otherwise would have 


-been.” It added that “In the period of the 1950s, when the : 


costs of'a large défense program are being met, taxpayers 
without certificates of necessity for rapid amortization will 
have been required to pay about $5 billion to $6 billion more 
in taxes than they.w ould have paid without rapid amorti- 
zation.” 4 


Ousnorsone TO FAST WRITE-OFFrs; HELLS CANYON Row 


Critics of the fast write-off program say that it amounts 
to a hidden subsidy for which no appropriations have to 
be made. ‘It is inequitable, they contend, because companies 
receiving certificates may gain.a definite advantage over 
concerns in the same industry which do not hold certificates. 


And because large corporations are better able than small " 


firms to profit from the certificates, the program contributes 
to the trend toward economic concentration. Finally, it is 
argued, the law contains no definition of what is “necessary 
in the interest of national] defense’ and -thus delegates 
excessive power to O.D.M. 


The bill approved by the Senate, now before the House, 
would amend Section 168 of the Internal Revenue Code to 
limit fast tax write-offs, after Aug. 22, to facilities for 
producing new defense items for the Defense Department 
or the Atomic Energy Commission and to facilities for re- 


search and development in connection with such items. A: 
new defense item is defined as one “for the production of. 
which existing productive facilities are unsuitable because. 


of its newness or of its specialized defense features.” Rapid 





4 Ibid., p. 18. The burden on general taxpayers, in theory at least,. will be eased 
later when corporations which have accelerated depreciation charges start - remitting 
the deferred tax payments. ; 
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Fast Tax Write-Offs 


amortization would be disallowed. for even those facilities 
after: Déc. 31, 1959. © ; 


At committee hearings, May : and 9, Sen. Byrd pointed . 
out that 6,000 certificates; cov ering investments of $18 bil- 
lion and-fast write-offs of $7 billion, had been issued since 
the Korean truce was negotiated in 1953. In a statement 


‘ put out on Aug. 5 after the Finance Committee had ap- 


proved his proposal to limit the write-offs, Byrd declared _ 
that “Abuse and exploitation of these provisions have con- 
tributed to inflation, caused dislocation within whole indus- 


tries, resulted in unfair advantages favoring many com- 


panies, and worked serious disadvantages in many areas 
of business, especially small business.”’ 


. Byrd and a number. of other Democratic senators were 
particularly disturbed last spring by the decision of O.D.M. 
Director Gray, announced Apr. 25, to grant the Idaho Power 
Co. a rapid amortization certificate for $65 million of the 


. $103 million total cost of two hydroelectric installations in 
’ the Hells. Canyon section of the Snake River. Public power 


advocates had long fought for federal construction of a 


’ .single high dam at Hells Canyon, as opposed to Idaho 


Power’s plan to build three low dams without direct gov- 
ernment assistance. The company applied in August 1953 ° 
for certificates to cover two of the dams, Oxbow and Brown- 
lee, but action was held up. The Federal Power Commis- 
sion did not issue the necessary construction licenses until 


’ August 1955, and their Validity was-then challenged in the 
_.courts by public power groups. But when the Supreme 


Court declined, Apr. 1, 1957, to review an earlier decision 


_ upholding the action of F.P.C., issuance of the fast tax 
". write-off ‘certificates to the Idaho Power Co. followed in 


short order. 


_ Critics -of O.D.M’s action asserted that it was unwar- 
ranted to allow accelerated depreciation in the case of the 
Snake River dams, because the new generating capacity 
they would supply was required to meet civilian rather than 
defense’ needs. They noted also that the company had 
started construction some time before the certificates were 


_ granted. Gray told the Senate Finance Committee early 
_In May'that he was “largely motivated by equitable con- 


siderations.” He.pointed out that the application filed by 
Idaho Power in 1953 was still pending when he took over 


at O.D.M. on Mar. 14, 1957. 
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“Since it was the cnly remaining ohe under dei power gen- 
eration, ‘and: since it had been considered ‘in filling the expansion 
goal, and since the application had been filed in the appropriate 


* time, and since it met the conditions which were imposed by the 
- goal, and since over 900 similar applications had been granted in. 


the period of the program—all having met these requirements, 
I saw no basis on which a certification should be withheld. 


The issue soon became academic. On the eve of Senate 
voting, June 21, on a bill to authorize'a federal dam at Hells 
Canyon; the Idaho Power Co. turned back its certificate “te 


- eliminate further beclouding of the real issues” in thé Hells’ 


: Cany on controversy. Although the Senate passed the Hells 


"Canyon hill by a vote of 45 to 38, House committee action | 
’ - at-the- end of July prevented consideration in the lower. 


chamber before’ adjournment. 


BLEAK FUTURE OF THE Fast TAX WRITE-OFF PROGRAM 


°O.D.M. expansion goals, once. totaling hundreds, have 


. been closed down as their objectives have been’met. On 


June 30, when it -was announced that four more goals: had . 
-‘been attained, only four others remained open: Roll-on,’ 
_ roll-off ships; liquid oxygen.and liquid nitrogen facilities ; | 


research and development facilities for the armed services 


‘. and the Atomic Energy Commission; and production facili-. 
ties for a limited number of items for the armed services .. 


and A.E.C.- The. Senate Finance Committee moved back 


the cut-off dete for new certificates from Aug. 5, the date °° 


* it originally set, to Aug. 22-in order to ‘allow issuance of 
pending certificates-for liquid oxygen and nitrogen facilities 
of importance to ‘the missiles program. However, if-the 
proposed legislation ‘becomes law,. as expected, fast tax 


write-offs will be available thenceforth only for the last two . 


of the remaining O.D.M. nm: and then only | as applied 
to new defense items. ‘. 


‘Termination of. the program will disappoint several in- 
dustries. When the commercial aircraft goal, fixed to cover. ° 


. military airlift needs in event of war, was ¢losed at the end 
of last year, O.D.M. had on file: airline applications for 
* -eertifi¢ates to cover-$1:4 billion in jet transports. ~The Air 

. Transport Association proraptly sought to get the goal re- 


; opened. A.T.A. President Stuart G. Tipton pointed out to .: 


the Senate Finance Committee in May that, fast tax write- 
offs would allow an av erage, net tax deferral of $16,300 a 
year for five.years for each $1 million invested in com- 
-mercial aircraft, or about $23 million a year for all the 
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jet transports on’ order. “Thet'cum, ‘he said, was. “a factor 


‘of: primary importance in meng the financing needed to 


purchase new aircraft. Ee 


When the steel industry’s goal was closed on Sept. 23; 
1956,-applications for $1.6 billion in fast tax write-offs w ere 


- on file. Business Week noted at the time: 


Accelerated amortization on the Korean round of expansion is ° 
- beginning to run’out.. The steel companies face a period in which 
: their depreciation charges ‘will take a drastic drop. This will help 
improve net income, but‘it will present the companies with an 
enormous tax. bill and also show a profit position making it hard 
to justify price increases. They would like ‘to put some of that 
tax money té ‘work building the new plant they need.5 


_ The steel industry nevertheless found it possible to put'a 
$6 a ton price increase into effect, along with wage in- 
‘creases, on July 1. Whatever the difficulties of financing 


plant expansion under present tight money conditions, Con-, 
gress plainly is not in a mood to help out now by resuming 
preferred tax treatment. ; 


The Senate Finance, Srneatites eine has shown = 
interest in a suggestion made to the Senate Antitrust and 


‘Monopoly subcommittee in mid-July by Richard Ruggles, -’ 
_ Yale economics professor. Ruggles recommended acceler- 


ated depreciation: allowances, or tax concessions, for invest- 


‘ments which would’ increase productivity (output per man-- 


hour) in industry. It was his contention that costs and 


‘ prices hdd risen -because increases in productivity had not 
‘matched increases in wages. He thought accelerated de- 


preciation might act as a powerful stimulant to the in- 
creased productivity. needed to stabilize prices. 





“Tax Treatment of Ordinary Depreciation 





ALLOWANCES for depreciatiori, expressly. barred.in the 


. 1894 income tax law which was declared unconstitutional, 
- were authorized for the first time in 1909. The “special 


excise tax” then imposed on corporations in lieu of an 


- ‘income tax made provision for “‘a reasonable allowance for 


depreciation of property.” Carried over into the general 





5 “Fast Write-Off Holds the Key,” Business Week, Oct. 13, 1956, pp. 86-100. 
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‘income ‘tax law enacted in’ 1913, follawing adoption af the ° 
‘16th Amendment, the depreciation provision, was .expanded - 
in.1918 to include “‘a reasonable -allawance for the ex-° 


hiaustion, wear and tear ef :property used in the trade or 


. business; including’ a -reasonable allowance. for obsoles- . 


‘ cence.” However, the law failed to define “reasonable” -or 
‘to, prescribe methods for computation of the allowance. 


_ ‘Until 1934, Treasury regulations provided that a tax- 
payer’s depreciation deductions should be allowed “unless 
‘shown by. clear’ and convincing evidence’ ‘to be unreason-. 
able.’ Tax rates on eorporation income in this period 
ranged up to a _peak of only 13%, .per cent, so that there 


was no great incentive to seasineshe depreciation. Al-"-~ 


though it was then a fairly common ‘practice to write off 
productive equipment at a rate of 10 per cent a year; evén 


.. when its’ Serviceability exceeded ten years, the Bureau of 


Internal Revenue allowed most deductions. 


-A House Ways-and Means subcommittee, looking-for ad- 


ditional revenue, proposed in 1933 that all depreciation 


allowances bé cut a flat 25, per cent in each of the following 
‘three years. ‘Secretary of. the Treasury Morgenthau coun- 
tered ‘with a proposal to tighten up the rules and make it 
thé responsibility of the taxpayer to-‘prove that claimed 
depreciation deductions were reasonable. Morgenthau’s 
view prevailed, and the-Treasury. proceeded to pare down 
‘ allowances all around.. The ‘effects of the new pany, up 
to 1954, have been described: as follows: ; 
‘As a “result of riearly 20 ‘years of this campaign, the over-all 
nianeds” average of the rates allowed on the slepreciable fixed 

‘ assets of American corporations is now under 5 per. cent per 
year, exclusive of assets subject to special amortization. . . . One 

' irtcidental consequence of the Burequ’s campaign has been almost 


20.years of haggling over depreciation deductions, a -process that- 


has ‘consumed untold amounts of time both of ‘corporation officials 
and revenue agents. ... The subject "has become a headache for 
all concerned.é . ° 


Treasury regulations contained no mandatory rules for’ 
computing depreciation. The.great majority of -taxpayers - 
adhered to the straight-line method of charging off historic ° 


‘ -cost of assets jn equal installments over the estimated aver- 
age life as stated in-a Treasury publication called Bulletin 


F."" Much of the controversy over depreciation concerned 


the economic validity of Bulletin F estimated. lives. 


eee 


*® George Terborgh, -Realistic Depreciation Policy (1954), p. 15 
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CHOICE OF DEPRECIATION PLANS UNDER NEw TAX CopE 


President Eisenhower said in his budget message: of Jan. 
21, 1954, that “A liberalization of the tax treatment of. 
depreciation would have far-reaching effects on all busi- 
ness,” especially small business. He added that under the 
then prevailing straight-line method: ' 

‘The deductions allowed, especially in the early years, are often: 
below the actual.depreciation. This discourages long-range invest- 
ment on which the risks cannot be clearly foreseen. It discourages 
the early -replacement of old equipment with new and improved 
equipment. And it makes it more difficult to secure financing for 
capital investment, particularly for small business oganizations. 


Congress that year completed a general overhaul of fed- 
eral tax laws. Section 167 of the Internal Revenue Code 
of 1954 provided that, in depreciating assets with a useful 
life of three ’or-more years which were acquired ‘after Dec. 
31, 1953, the: taxpayer might use either the straight-line 
method or one of two new formulas. The methods of’ 
depreciation authorized in 1954 were the declining balance 


. method, at double the straight-line rate, and the sum-of- 


the-years-digits method: 


In the case of a $1,000 asset with a useful life of -ten 
years and no salvage value, the declining balance method 
enables a taxpayer to double the straight-line deduction of 
10 per cent in the first year -and charge off $200 instead of 
$100. The deduction in the second and subsequent years 
remains at 20 per cent of the undepreciated balance but 
the actual amount declines at a constant rate.” Because use 
of this method will always leave an unrecovered balance, 
taxpayers electing it may later switch to ‘the straight-line 
method ‘to recoup their costs in full. 


The sum-of-the-years-digits method, termed SYD by .ac- 
countants, provides for depreciation at a declining but 
variable rate. Cost is multiplied by a fraction consisting 
of a constant denominator, made up of the sum of the 
numbers of the successive years in the asset’s estimated 
life, and a changing numerator which is the number of 
years remaining in the depreciation schedule. In the 
example cited, the SYD fraction applied in the first year 
is 10 (the years of remaining life) over 55 (the sum of the- 
digits 1 through 10). This yields, on a $1,000 asset, about 
$182. The fraction drops to 9 over 55 in the second year 
and finally to 1 over 55 in the tenth year. 
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METHODS OF DEPRECIATING 10-YEAR ‘Asanr COSTING $10,000 


*- Double declining Sum-of-the-years . 

Year Straight-line * balance digits 
Annual Cumulative Annual Cumulative Annual Cumulative 
1 $1,000 $1,000 - $2,000 - $2,000 $1,818 | $1,818 
2 1,000 - 2,000 1,600 3,600 - 1,636 3,454 
3 1,000 3,000 ° 1,280, . 4,880 1,455 4,909 
‘4 1,000 4,000 1,024 — _ 5,904 1,273 - 6,182 
- § 1,000 _* 6,000 819 6,723 1,091 ° 1,273 
6 1,000 6,000 655 .1,378 . 909 "» S362 
 # 1,000 . 7,000 . 655° . 8,033 727 8,909 
.8 1,000 - 8,000 . 655 8,688 545 9,454 
9 - 1,000 9,000 655 " 9,343 364 . 9,818 
10 1,000 10,000 655 9,998 182 10,000 


*Switch to straight- “ae for years 7 through 10. Cumulative 
‘charges do not add to $10,000 because of rounding. 


. Source: Joint Committee on the Economic Report, The Federal 
; Revenue System: Facts and Problems (1956), p. 48. 


The ddiuadiaaee of thane: two muted of aaniian' up 
depreciation are demonstrated in the accompanying table. 
The declining balance method, at twice the straight-line 
rate, permits recovery of two-thirds of an asset’s cost dur- 
ing the first half of its useful life, while SYD allows re- 
. covery of almost three-fourths of the cost in the same | 
period. As in the case of five-year amortization, the effect . 
is to postpone tax payments. 


‘REASONS FOR —— DEPRECIATION PROVISIONS 


Depreciation of a disproportionate amount of the cost 
of an asset in the first years of its life is intended to ap- 
_ proximate economic facts more closely than depreciation by .- 

the straight-line method. The theory is commonly illus- 
trated by pointing to the case of a new automobile, whose 
market value drops sharply the moment it is driven off the 
dealer’s floor. However, many economists assert that there 
_ is-little similarity between depreciation of a motor vehicle, 
which is influenced by style changes, and depreciation of 
a steel plant or power station built to serve 20 or 30 years. 
They point out that rising maintenance and operating costs 
for typical industrial assets may lead to greater loss of use-' 
fulness in the later years than in the early years. In fact, 
straight-line depreciation, they say, gives a larger deduc- 
tion in the early years than can be justified on a strict lons- 
of-value basis. 


In writing Section 167 in 1954, however, Congress ac- 
cepted the simile of the automobile as justification for al- 
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lowing accelerated depreciation.? But Treasury spokesmen 
and others supported the new. formulas chiefly on the 


: ground that they would help to encourage new capital in- 
vestment. It was recognized that there would be some im- 
- mediate loss of federal revenue, but the compelling consid- 


eration at the time was to get business out of the slump it 
was then experiencing. 


Accurate data on the revenue and investment effects of 
the 1954 changes are not yet available.* The staff of the 
Joint Committee on Internal Revenue Taxation estimated 
in 1954 that the revenue loss would rise from $375 million 
in fiscal 1955 to $2.2 billion in fiscal 1960 and decline theré- 
after until fiscal 1969, when revenues would be $325 mil- 
lion larger than if there had been no change in deprecia- 
tion methods. However, this estimate was based on the 
assumption that levels of plant and equipment outlays 
would rémain constant. In actuality, capital outlays have 
been increasing as the national economy has continued to 
expand. © 


Assuming a growth rate of 3 per cent a year, with out- 
lays-confined to 20-year assets, E. Cary Brown estimated 
the effect on federal revenues as follows: 


The absolute excess of sum-of-the-years-digits depreciation over 
straight-line depreciation grows from the first year of its use until 
it reaches a peak of over $8 billion in the tenth to fourteenth 
years. It then subsides to over $4 billion by the twentieth year. 
From that point on the absolute excess grows at a rate of 3 per 
-cent per year... 

At a 50 per cent rate [of corporate income tax] . . . the revenue 
losses would amount to over $2 billion in the fifth year, over $4 
billion in the tenth, nearly $4 billion in the fifteenth, and $2 
billion in the twentieth. This revenue ‘loss would then grow at 
3 per cent per year.9 


Supporters of accelerated depreciation argue that the 
ensuing revenue losses are more apparent than real, because 
the stimulus given to investment increases the demand for 
depreciable assets and thereby expands employment and 


‘enlarges the federal tax base. But Brown estimated that 


7 The Senate voted, 60 to 20, against an amendment by Wayne Morse (D-Ore.) to 
strike out the new write-off methods. 

*Sen. Russell B. Long (D-La.) asserted at a hearing before the Senate Finance 
Committee, Aug. 7, that accelerated depreciation allowances had played a leading part 
in bringing on the present inflation. Treasury Under .Secretary Burgess conceded - 
that the 1954 law might have had a small role but said it was not a major factor. 
“You can’t say a capital boom is the result of a little tax law.” 

*E. Cary Brown, “The New Depreciation Policy under the Income Tax: An Eco- 
nomic Analysis,” National Tax Journal, March 1955, p. 87. 
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the additional investment required to.offset revenue losses 
would amount to $5 billion initially and increase at a rate 
of 3 per cent a year—a volume of investment which he felt, 
it was “unrealistically optimistic” to expect. He insisted 
that revenue losses would be substantial and that “Some 
other taxes are going to be higher than would be the case 
‘without’ this policy,’ 1 


_, Whether the new: depreciation methods are helping small 
business, as the President anticipated, remains to be 


proved.'! In 1952, corporations with assets of $10- million 
or more accounted for almost 60 per cent of depreciation . 


deductions totaling $9.5 billion, and for 92 per cent of 
rapid amortization deductions totaling $827 million; the 


combined allowances for corporations with assets of. less 


than $100,000 aggregated only $526 million. " However, 
total fast tax write-offs and ordinary depreciation deduc- 
tions amounted to 35 per cent of the net income of com- 
‘panies in the under-$100,000 class, and only 22 per cent 
of the net income of corporations in the $10 million- and- 
over class. 


‘PROPOSALS FOR ADDITIONAL CHANGES IN ALLOWANCES 
The next round ‘of .debate over allocation of benefits, 


when a general reduction of federal taxes becomes pos- . 
sible, is almost certain to highlight a clash of interests on 


the issue of depreciation. Consumer groups are concen- 
trating on relief for individuals with low incomes and are 
‘ inclined to view the tax treatment of depreciation as al- 
ready excessively liberal. Businéss groups, although anxious 
for a reduction in the rates on corporation income, are pre- 


pared to champion an even more liberal depreciation policy.’ 


Terborgh, writing before the 1954 changes, assigned first 
priority to legalization of the double-rate declining-balance 
write-off, a goal achieved in Section 167. But “the ultimate 
goal of reform,’’ he added, “can never be less than a realistic 
allowance for depreciation in dollars equivalent to those 
originally invested.” 12 The objective is a means of dis- 
counting the effects of inflation on the investment dollar. 
Depreciation under any of the methods allowed by Section 


10 Ibid., p. 91. 


1 As a further aid to small business, the President recommended on July 15, 1957, 
that companies be allowed to utilize for purchases of used property, not exceeding 
$50,000 worth in one year, the accelerated depreciation formulas made applicable to 
purchases of new property by the 1954 code. 


12 George Terborgh, op. cit., p. 170. 
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167 nets the same number .of dollars as paid out to acquire 
the asset." If the dollar loses one-half of its value during 
the life of the asset,. depreciation based on historic cost 
provides only: one-half as many dollars as may be required 
to replace the asset. : 


A realistic policy, according to Terborgh, would authorize 
a corporation ‘‘to blow up original-cost book .values to their 


equivalent in current dollars, providing for this purpose an 


official set of’multipliers.” This view was echoed more re- 
cently by W. A. Wecker, president of the-Marquette Cement 
Manufacturing Co., in that. concern’s annual report: 

Overstatement of net ‘incéme, and the attendant tax discrimi- - 
“nation, could be ended if the federal tax law and regulations 
recognized excesses oyer original cost as, business ‘expenses deduct- 
ible for tax purposes.- A simple practical solution to: the very 
.complex problems involved’ now appears to be available. 

This is to permit deduction of excess costs, determined by: merely. 
applying officially préscribed cost increase ‘percentages to the origi- 
nal cost of the items replaced. Congress should enact the neces- 
sary legislation.13 ; 

“some kind of system 
whereby you could recover purchasing power, and .not just 
constant. dollars,” is Joseph L.: Block, president of the In- 
land Steel Co. He has noted, however, that “expert opinion 


‘has not solidified” on’ the method ‘to be applied, which is 


“one reason why I say’ there’s-nv, chance this year,. but 


maybe next year.” '4 President Eisenhower said at his 


news conférence, June 27, that he had been hearing .from 
businessmen on the need- for a more realistic depreciation 
policy: 


Many objections to the concept of replacement-cost de- 
preciation have been voiced. It is Said that original-cost ° 
depreciation more than, meets the replacement needs of ex- 
panding companies: éxcept in highly unusual circumstances. 
It has been observed also that if replacement cost were 
used to measure taxable income from depreciable assets, 
the same principle ought to be applied in the case of other 
forms of income, such as wages and salaries. “In the ab- 
sence‘of a general System of real-income mez surement, spe- 


cial provisions to this effect for a limited number of income 


categories would probably produce undesirable shifts in 
tax- burden distribution during periods of general price. 


13 Quoted by New York Journal of Commeyce, Mar. 14, 1957. 
4 U.S. News & World Report, June 7, 1957, pp. 87-93. 
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movements.” !5 Any proposal to write replacement-cost 


- depreciation into the Internal Revenue Code would thus be - 





certain to. encounter re opposition. 





Depreciation Problems in Public. Utilities 





DEPRECIATION ACCOUNTING always has been of’ 
special significance in’ the case of such public service indus- 
tries as electric and gas utilities, whose rates are regulated. 
to yield no more than a reasonable return on investment. 
Charges to consumers are calculated on a rate base which is 
supposed to reflect the, total investment on which a fair 
return may be earned. Extensive watering of electric util- 
_ ity capitalization led the Federal Power Commission ‘during 
-_ the’ 1940s to require writing down of rate bases by no less 
‘than $1.6 billion. , 


When electric utilities began to apply for certificates of 
_necessity, under the fast tax write-off program in the 1950s, 
a question arose as to how increaséd depreciation allow- 
‘ances should be treated in calculating rate bases. . If taxes 
were deferred, could they nevertheless be incorporated ‘in 
the total cost of service as if they had’ been’ paid? Or 
Should the deferred taxes be deducted from the cost of serv- 
ice until such. time as they were actually remitted? | 


. Public power groups argued that the fast write-off privi- 
‘lege under Section 168 created tax savings which should 
be deducted from the cost of service and passed on to con- 
sumers in the form of lower rates. To allow -private utili- 
‘ties to charge tax savings as-tax expenses, they said, would - 
be equivalent to making consumers pay a return.on interest- 
free capital.. But the Federal Power Commission decided 
otherwise. It ruled on Dec. 3, 1953, that utilities might 

treat the full deduction under rapid amortization certifica- 
’ tion as part of the cost of service. .F:P.C. Chairman Jerome 
K. Kuykendall explained the reasoning behind the decision 
- as: follows: 


The depreciation reserve represents an accumulation of annual 
depreciation provisions, usually contributed by-consumers through 
rates for service, whereas any interest-free loans peeten to the ~ 


15 Joint Committee on the, Economic Report, The Federal Revenue System: Facts 
and Probleme (1956) ,°p., 56. A R 
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accelerated amortization certificates represent tax payments tem- 
porarily forgone by the government. The latter have not been 
supplied by consumers; under the commission’s treatment for rate- ~ 
making purposes rates are neither increased nor: decreased as a 
result of the tax deferrals.16 


- The same -issue arose in connection with the liberalized 
depreciation provisions of ‘Section 167 of the 1954 code. 
F.P.C. ruled, June 30, 1956, that it.could find “no legal: 
difference” between Sections .167 and 168, insofar as their 
effects on depreciation accounting for rate-making purposes 
were concerned.’ Such benefits as utilities obtain from 
interest-free deferral of taxés under either section, it said, 
need not be reflected in the rate base. oe 


; LEGISLATIVE PROPOSALS - TO RESTRICT Tax ALLOWANCii 


Chairman Kuykendall’ s position on this question, among 
others, drew the fire of several witnesses who appeared 
before the Senate Commerce Committee in June to oppose 
- ‘his renomination as a.member of F.P.C.'7 Clyde T. Ellis, 
representing the National Rural Electric Cooperative Asso- 
ciation, said on June 25: 


- We are. talking about a donation of $1.5 billion of interest-free 
* capital to the privately owned segment of the electric power indus. - 
.try which, if the companies: are permitted to include [it] in their 
_ rate bases just as if they had obtained it from investors, will - 
ultimately net them about $5 wtition of unearned gain at the’ 
expense of consumers. 


As purchasers of more than $150 million worth of power supply 
a year, -with the figure growing by leaps and bounds, the coopera- 
‘tives which I represent consider’it of the utmost importance for 
the Federal- Power Commission to use its authority over accounting - 
to require the $1.5 billion gift capital to be entered on, the company 
. books in such. a manner that it cannot be legitimately claimed 
as & part of the rate bases on which.consumers must pay a return 
. of something like 6° per cent ‘in their rates. 


Mr. Kuykendall and a majority of the commission have refused 
to issue the ‘necessary fule to require electric utilities to account 
for. this huge grant from the taxpayers in such a manner as to 


- ‘prevent its multiplying into an even denna grant from the rate 
payers. : 


‘Bills to effect the oie changes, by amending the Fed- 
eral Power Act, were introduced in May by Sen. Warren 
_ G. Magnuson: (D-Wash.)-and Rep. Al Ullman (D-Ore.). 


1% Letter to Clyde T. Ellis, National Rural Electric Cooperative Association, Mar. 
20, 1956. 


. ™ Kuykendall’s nomination won committee approval on July 25 but has not yet been 
acted upon by the Senate. 
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The identical 1 measures would confine’ the tax allowances 
in the cost of service of any F.P.C. licensee to the amount 
_of taxes actually paid. The bills provide also that “The 
rate’ base of any licensee shall be reduced by the amounts 
of any accumulated: tax savings which have not been ex- 
cluded from the cost of service,” regardless of how the 
‘savings: are treated. on the company ’s books: 


According te Magnuson, some utilities have treated the 
tax saving from-accélerated depreciation as additional earn- . 
ings and have distributed -the windfall to their stockhold- 
ers—“at least one even claiming that it is returned capital 
and not subject to income-tax.” Sen. Kefauver (D-Tenn.), 


presiding at a hearing of the Senate Antitrust and Monop-.- 


oly subcommittee on July 30,-said:- a sample survey showed 
that nine electric utilities had distributed .$11.8 million in 
such ‘tax-free dividends'®. in 1955 without _passing along 
- any part of the .“bonanza”’ to consumers. , 


Kefauver demanded that Congress or the odmninteteedtiit 
put a stop to the.practice:’ The general counsel of F.P.€. 
' prémised to-explore the whole subject. It had been re- 
ported a week earlier that the Internal. Revenue Service, 
hearing that a number of companies, including companies 
‘ other -than utilities, were planning tax-free distributions 
‘from funds generated by rapid amortization, was reviewing 
its policy on treatment oe. such payments to swekholders. 


18 Dividends from earnings are taxed as ‘ordinary income, but aemeeante in excess of 
current or accumulated earnings are treated as a tax-free return of capital. Large 
depreciation allowances, especially the fast tax write-offs, may absorb all or a large . 


part of current taxable earnings while* leaving cash available for distribution to stock- 
- holders. 








